Fidelity Commercial Co. v. Commissioner, 55 T. C. 483 (1970)

Withdrawals by shareholders from a lending or finance company can be considered
loans under the personal holding company provisions, even if treated as withdrawals
on the company’s books.

Summary

In Fidelity Commercial Co. v. Commissioner, the U. S. Tax Court ruled that certain
withdrawals made by a majority shareholder and his related entities from a lending
and finance company were loans under section 542(c)(6)(D) of the Internal Revenue
Code, resulting in the company being classified as a personal holding company. The
case involved a Virginia corporation attempting to avoid personal holding company
status by claiming it met the exemption for lending and finance companies. The
court found that the withdrawals, which exceeded $5,000 and were made to the
shareholder and his related entities, were indeed loans due to the intent to repay
and interest paid on some of the withdrawals, despite being recorded as
withdrawals or suspense items on the company’s books.

Facts

Fidelity Commercial Company, a Virginia corporation, sought to exclude itself from
classification as a personal holding company under section 542(c)(6) of the Internal
Revenue Code, which provides an exception for lending and finance companies. In
1965, Ralph G. Cohen, the majority shareholder owning over 63% of the company’s
stock, along with his related entities Mortgage Insurance & Finance Co. and ] & R
Investors, made various withdrawals from Fidelity. These withdrawals were
recorded on Fidelity’s books as loans, demand loans, or suspense items. Some
withdrawals were repaid promptly, and interest was paid on certain amounts
withdrawn by Mortgage. Cohen also deducted the interest paid to Fidelity on his
personal tax return.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Fidelity’s income
tax for 1965, asserting that Fidelity was a personal holding company due to the
withdrawals exceeding the $5,000 limit under section 542(c)(6)(D). Fidelity
petitioned the U. S. Tax Court for a redetermination of the deficiency, arguing that
the withdrawals were not loans but merely withdrawals of Cohen’s own money. The
Tax Court ruled in favor of the Commissioner, holding that the withdrawals were
indeed loans within the meaning of the statute.

Issue(s)

1. Whether the withdrawals made by Cohen and his related entities from Fidelity
during 1965 were loans within the meaning of section 542(c)(6)(D) of the Internal
Revenue Code.
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Holding

1. Yes, because the withdrawals were loans within the common meaning of the term,
evidenced by the intent to repay and the payment of interest on certain withdrawals,
despite being recorded differently on Fidelity’s books.

Court’s Reasoning

The court focused on the substance over the form of the transactions, finding that
the withdrawals were loans despite being recorded as withdrawals or suspense
items. The court noted that the intent to repay was evident from the prompt
repayments and that interest was paid on some of the withdrawals, indicating a
debtor-creditor relationship. The court rejected Fidelity’s argument that the
withdrawals were not loans because Cohen’s bond holdings in the company
exceeded the withdrawn amounts, stating that reciprocal indebtedness does not
negate the existence of a loan. The court also distinguished this case from Oak Hill
Finance Co. , where the taxpayer acted as a conduit for funds, noting that in this
case, Fidelity was the source of the funds. The court emphasized that the personal
holding company provisions were intended to prevent shareholders from using
corporations as “incorporated pocketbooks” and that allowing such withdrawals to
be treated as non-loans would undermine this purpose.

Practical Implications

This decision clarifies that withdrawals by shareholders from a lending or finance
company can be considered loans for personal holding company tax purposes, even
if not formally documented as such. Practitioners advising lending and finance
companies should ensure that any withdrawals by shareholders or related entities
are carefully documented and do not exceed the $5,000 limit under section
542(c)(6)(D) to avoid unintended personal holding company status. The decision also
highlights the importance of substance over form in tax law, as the court looked
beyond the company’s bookkeeping to the actual nature of the transactions. This
case has been cited in subsequent cases involving the characterization of
shareholder withdrawals, emphasizing the need for careful analysis of the facts and
circumstances surrounding such transactions.
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